
III. THE FCC SHOULD PERMIT MORE PASS-THROUGHS FOR
EXOGENOUS COSTS.

In order to reduce the administrative burdens imposed by rate

regulation on small systems, the Commission should permit the pass-through of

additional exogenous costs under the benchmark regulatory scheme. Otherwise,

these costs will eventually force virtually all systems into making cost-of-service

showings. Even though standards have not yet been developed for the cost-of

service procedure, there is no question that such procedures will demandi c e - c a p o . . 2 1 7 4 3 6 4 4 7  T 4 . 1 1 6  5 5 7 . p 7 r a t e s . e st h e

pass-through of costs over which a

system has no control. Again, such costs would clearly be permitted to be recovered

under cost-of-service procedures, but because these costs are independently

established and outside the control of the system, there should not be any question

regarding the system's right to recover them. Accordingly, it is appropriate to

permit these costs to be recovered pursuant to a direct pass-through procedure

rather than a full-blown cost-of-service proceeding, which should be reserved for

cases where the amount of or right to recover a particular cost is controversial.

In determining which costs should be permitted to be passed through,

the Commission should take care not to provide disincentives for the addition of

channels or the improvement of programming. Specifically, systems with rates

below the benchmarks should not be discouraged from adding new channels by the

new regulatory structure. And yet, as it is currently configured, the Commission's

benchmark/price-cap structure would punish those systems adding channels or

improving programming in certain instances. For example, for systems with below

benchmark rates as of April 5, 1993, it is unclear whether programming costs

associated with the addition of channels would be permissible pass-through items.
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If a system with rates currently above the benchmarks adds a satellite channel, the

overall rate permitted under the benchmark is adjusted slightly upward by the

addition. CJ.! But if a system with rates already below the benchmarks adds a

channel, there is no apparent mechanism to pass through any of the costs of the

new channel, including programming expenses. The Commission should clarify

that the addition of channels qualifies as an "increase" in programming costs that

may be passed through to subscribers.

In addition, other costs associated with adding channels must be

included as pass-through items in order for the rules not to discourage the

expansion of programming options. For example, headend costs and costs for

improving the distribution plant required by the addition of channels must be

treated as pass-through items. These costs can be substantial, especially for small

systems with hundreds of headends, each serving only a few subscribers. One

Small System Operator, serving approximately 304,734 subscribers from 416

headends, estimates that the cost of adding a single channel of programming

throughout all of its systems would be about $748,000, or $2.45 per subscriber. By

contrast, the operator estimates that adding the same channel to an urban system

serving 304,000 subscribers would cost about $.05 per subscriber, due mainly to

much lower headend and distribution plant costs. Thus, if small systems are

unable to pass through these substantial costs stemming from the addition of

channels, it would greatly impede their ability to add channels and to improve

programming.

The need for small systems to increase the amount of programming

choice is especially critical as direct broadcast satellite distributions ready for

fl..! That upward adjustment, however, generally is not enough to cover the full
cost of the programming. Even systems which are above benchmarks should be
permitted to pass through all of the programming cost after the freeze is over.
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launch. Small systems tend to have many fewer channels today than do larger

suburban and urban systems. 101 Thus, small systems face a greater need to

expand channel capacity. Small systems' ability to pass through these costs is

made even more critical at this time by must-carry requirements, which are forcing

many small systems to increase their channel capacity. Yet under the

Commission's price cap system, none of the costs of expanding the amount of

programming offered by a cable system may apparently be passed through. Unless

the Commission seeks the eradication of small systems, their costs of increasing

programming selection must be permitted to be passed through.

IV. IT IS IMPERMISSIBLE FOR THE FCC TO THREATEN TO PUNISH
SYSTEMS SEEKING TO JUSTIFY RATES BASED ON COST-OF
SERVICE PROCEDURES.

The FCC cannot offer the cost-of-service altemative as a constitutional

escape valve on the one hand while threatening to punish those who use it on the

other hand. Moreover, the threat to use the results of cost-of-service procedures to

reduce rates to below-benchmark levels undermines the whole benchmark scheme

of regulation. The Commission will adopt rate benchmarks in this proceeding

which, for better or for worse, will be deemed by the FCC to represent per se

reasonable rates. To then second-guess the reasonableness of the benchmark rates

based on information submitted by a system in a cost-of-service proceeding would

call into question the concept that all benchmark rates are per se reasonable. This

is particularly troubling in view of the FCC's decision to establish benchmarks

based on historical pricing, and not based on cost. Cost data was not even solicited

from systems in the FCC's rate survey. The failure of the FCC even to solicit cost

101 The FCC's random sample of systems shows that the average system with
more than 1,000 subscribers has 33.3 channels of programming, while the average
small system has only 20.2 channels of programming.
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data belies its concern that prices should be based on costs. Indeed, this lack of

interest in cost-based data exposes the FCC's statement that it would reduce rates

to below-benchmark levels -- if a cost-of-service procedure fails to justify the

benchmark rate -- as a threat of punitive action, designed to discourage the pursuit

of cost-of-service procedures. If the FCC were truly motivated by a concern that

pricing be based on costs, it would have solicited cost data rather than pricing data

in its rate surveys.

In order to preserve the viability of cost-of-service procedures as a

constitutional safety valve, and to preserve the validity of the per se reasonable

benchmark rates, the Commission must not threaten to reduce rates to below

benchmark levels based on the outcome of a cost-of-service procedure.

CONCLUSION

In view of the unique costs and administrative burdens faced by small

systems (with less than 1,000 subscribers), the Coalition of Small System Operators

hereby requests that the Commission adopt a simplified regulatory scheme for

small systems. Under this scheme, small systems would be deemed to have

reasonable rates if their net income is below a certain level (determined as a

percentage of gross revenues). Small systems with net income above that level

could undertake a benchmark analysis, with adjustments to rates for systems with

density of less than 30 homes passed per mile. Finally, small systems would have

the option to pursue a cost-of-service analysis using streamlined methods to be set

forth in the Commission's Rulemaking with respect to cost-of-service issues.

Small system operators have provided valuable service to the public by

building cable plant in areas where large MSO's have refused to operate.

Generally, the small-town councils, mayors and other governing bodies have

recognized the services being provided by the small operators and appreciate the
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risks undertaken by the small entrepreneurs building these rural systems, often

agreeing to higher rates than average so that their towns will have access to cable

television. Federal intervention now threatens to interfere with those

arrangements on which many small operators relied when they brought cable

service to sparsely populated areas.

The Commission has recently suggested in various forums that it

desires to reduce the administrative burdens on small systems. We believe that

this Petition for Reconsideration spells out in detail reasonable ways for the

Commission to do so. We also believe that it is beyond question that the

Commission's rate regulation rules, as promulgated, do not meet the statutory

solicitude for small systems. The Commission has an opportunity now, before the

stay is concluded, to meet its obligations under the 1992 Cable Act. We respectfully

request that it do so.

Respectfully submitted,

COALITION OF SMALL SYSTEM
OPERATORS

ar er F. Gillespie
Jacqueline P. Cleary

HOGAN & HARTSON
555 13th Street, N.W.
Washington, DC 20004
202/637·5600

Dated: June 21, 1993
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HEADENDS
TOTAL TOTAL WITH LESS

NAME OF TOTAL COMM. STATES TOTAL THAN 1,000
OPERATOR SUBS UNITS SERVED HEADENDS SUBS.

Douglas 103,090 494 13 437 428
Communications Corp. II

Galaxy 54,887 200 6 129 112
Cablevision

MWIIUSA 37,334 484 16 443 443
Cablesystems, Inc.

Vantage Cable 30,737 126 7 126 123
Associates, L.P.

Triax 326,052 1,075 16 444 361
Communications Corp.

Buford 77,206 260 8 168 154
Television, Inc.

Classic Cable 29,904 78 5 73 65

Midcontinent 72,502 174 4 170 162
Media, Inc.

Star Cable Associates 60,279 150 6 62 33

Leonard 61,500 226 9 125 110
Communications, Inc.

Phoenix Cable, Inc. 26,900 58 8 37 25

Harman Cable 32,500 29 6 22 15
Communications

ACI Management, Inc. 26,000 125 8 45 39

Frederick Cablevision 41,427 21 1 9 3

Fanch Communications 189,603 514 13 306 331

MidAmerican 12,173 101 5 81 80
Cablesystems, L.P.

Schurz Communiations 56,232 9 1 3 1

Rigel Communications 10,500 31 2 31 29

Western Cabled Systems 6,758 10 1 9 7

Horizon Cablevision, Inc. 23,347 81 1 16 6

Community 12,167 35 2 28 28
Communications, Co.

Balkin Cable 6,758 10 1 29 4
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FOR SYSTEMS WITH FEWER THAN 1,000 SUBSCRIBERS

AVERAGE
HOMES AVERAGE AVERAGE AVERAGE

NAME OF AVERAGE PASSED MILES ACTIVATED SUBS.
OPERATOR SUBS. PER MILE PLANT CHANNELS PER MILE

Douglas 191 40 8 16 24
Comm. Corp. II

Galaxy 396 37 19 28 20
Cablevision

MW1IUSA 84 29 7 21 12
Cable Systems, Inc.

Vantage Cable 221 45 7.23 21 30
Associates, L.P.

Triax Comm. Corp. 364 39 15 22 25

Buford 322 24 29 24 11
Television, Inc.

Classic Cable 331 51 10 25 39

Midcontinent 240 57 5.85 16 41
Media, Inc.

Star Cable 429 28 32 26 13.4
Associates

Leonard Comm., Inc. 252 40 9.6 19.9 26

Phoenix Cable, Inc. 313 24.4 24.6 18 12.7

Harman Cable 410 47 8.8 21 46.9
Communications

ACI Management, 426 21.3 42.3 25 10
Inc.

Frederick 511 33.5 22.3 40 32.9
Cablevision, Inc.

Fanch Communi- 462 40.44 10.64 28 24.1
cations, Inc.

MidAmerican 150 49 6.2 19.4 24.2
Cablesystems
Limited Partnership

Schurz Communi- 440 55 8 30 55
cations, Inc.

Rigel Communi- 275 15 5 18 10.5
cations, Inc.

Western Cabled 549 73 21.8 36.7 37
Systems

Horizon Cablevision, 507 34 26 32 20
Inc.

Community 217 27.2 20.2 15 17
Communications Co.

Balkin Cable 550 49 22 37 25
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w..........."eH. D.C. In,.
March &, 1093

Mr. J I H. OUI'1a
Chai n
Fad,"a' ':~"fC4tioftl Ca.tllton
1919 MStreet N.W.
V.shfngtan, DC 20554

Doar Mr. Chair..fta

As the eonoreesionll OtlegAtfon frOll th. stat. of South Oakota. we ara writing
r8lat1v. to the 1~1...fttat1an of the Cable televts10ft Consut6r Protection and
Competition Act of 1992. When 10U consider the 1.,ortant service prov'ded to
rural Araal by sMBll ~.ble system operators, we hop' you bear in mind the
particular probl.lllt of ...ny IM11 cyst... TM people of South Dakot. haye iI
spec Ie 1 ",ndarst.ndfng of the burden' fleed by '.11 SystOllG. Many of our
const1tuents reside In sparsely popqlattd areas where only sM.'l operators
havo been w11ling to offer mult1chann.' videa protra..tng.

Th. rul•• craft.d by the eo..ilcian should taka fnca accoun~ the speQial
danger of exclssive administrative burdens on the.e ~ll syst••s. Congress
l~c1f1ealty rftt~O"1r.ed the danger of o~.rburdent.1 sy.te.I with less thftn
1,000 sU~Jtr1b.rs fn the COftt.~t of the r.~ regulatton provisions in the 1992
Cabl. Act. Thl Camm'elton. too, ShOuld be wary of t-,olfng Ixcessive
administrative taskS which could stunt tM growth 61 ".11 "yste. and
di.ln1sh service to rura1 Alerica. There are three ar••• where excessive
regulation of sma'l IY.~ fs of particular conoarn. cu.t~r service, anti
trafficking and fat. regulation.
w. sqpport th. idea of custo..r service standards for cabl. sy.t....
H.~.rlh.l••• , the fmpoltt10~ of industry-wide standards on ...11 Iyst••c could
unfairly punish operators who hlYO lfm1ted ,..Iources aval1ablo, we th....for.
Uf'04J the Coa.h.sion, wheH I,pmp.riate. to consldar ." .x~tton frOM
r.~1RR1on 1'111." reOltd1nD tfn'ta{n custOMr ..r.i. ~uiNlll9nts for ,ys.temi
wttll few.r than 1,000 _acribera.. For '~-'T. tel,olion. Ms..ring
requtr.-.n~s or .trvtce and 1n.tel'.t1on doli1 III could be unduly b~rd~n.a.e
in s'tultfons where ...11 IYI~ WftUlrl have great d1ffteultl achievtng the
requir~t~ without tht subttantial exp.n•• of pu~hal1ng 'yu1pmtnt or hiring
.dditional ••ploye". Of course, franchise aut~ttt•• wou d retain the
ability to regulate a11 .s~ct. of custo..r ser,ice practice" but we believe
these dlet.tonl are best 18ft to the loca' luthorttte. who understand the
special situations faced b1 , ..,1 CAble ~p.r.tDrl.

The ~nt1-trlff'ck1no rules, and spee1ftc611y the three-year hold1ng period
rcrquirellent. IIay also pose d11proporttonate probl,. for 511II11 systeM. and In
,ome ea'll, could .erv. a•• d'trl..nt to cona..ura. l.eMu•• of th.lr
margina' op.~at1ans and the econ~1el &temm1ng fro. acquiring geographically
elu'tered Systems, the Commil.ion should consider grant1ng systems with fewp-r
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Hr. JINe' H. Q~.11n
F.bru.~y 1', lD93, ".ge two

than l t OOO ~ubscrib.r. I watver of the three yelr holdtng period ttqu1t,..nt.
Th.~ 11 Httlft danger that tr.tf1ck1ng tft "I. _11 _yatftl would beCOM
wtdespread (elp.cfall1 He.......y frlncfl1,. luthorft.i•• al"e.d,y reoulaU the
sale of cab1. systllS', and applicltion of this rule to ...,1 INSte~ coul4
jeopardize tbe1,. cont1ftued v~abitity.

The greateRt potentt., threat to small sy.tems 1- rat. regul.tion that doe'
not take into con.ideration tho unique problem faced by ...11 lyat••S. We
encourage the eo..f•• iDn to consider separate rate banchlark. tor 'l,tam. with
'.wer than 1,000 lubwr.r1bers. Molt 1~rtantly, the C~i•• fon shDuld
recogn11e that -..11 o~r.tars ~ve li.itod revenue opportun1tte,. small
system b.nch..rkl &hould nat unduly r.strict tbe few revenue streats available
~o ...11 .,pt..... TINt C_i••1on .""uld .'10 teCOVtItz. in itl.Ales that
local franchi.e luthar1t1es ate in an adv.nta,IOUI pOsition to determine
whetbtr regulation of • ,iven IYltIM'l rileI is ..~~.nt~d. Jf. franchi ••
authority decides not to seek cert1fieation to r*gul.te r.t•• , ~h. Commission
Should tlke into account tha~ decisiDn and consider leaving those rates
unregulated until such time, ff any, .~ the franchi'l authority r~que.ts
certification.

The valuable service proVided by ...11 optrator, to rl11dtnta of South Dakota
.nd throughout the country should b••ncouraged Ind regulation Should. be
tatlored 10 as not to advers.ly affect the ability of rural cable svstoms to
extend their serv1cel to ~arsely ~opulated areas. The It02 Cable Act .
provfdes the C~i•• ton with d1scr.tion to .e,.rately regulate •.,,1 '1st•••
and, wh.... appropriate, .~t tho58 .y.te.. Troll the rule, or we.1ve the rules
in order to accommod.te the ~Ptcial ctrcu..tancel in whIch the•• i1.tem
operate.

Thank you for your attention to this tmportant ..tter.

Sincerely.

: -.z......_-'1. :JOIiI1itf~
CCI C~fss1oner Sherrie P. llarshall

C..h.'oner Andrew C. Barnett
co.1sIfoner Ervin S. DugGan
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1'tCCHl\IMtIJN

.". -
I'I:D."AL COMMUNlGA'IION. COMM,••,ON

WA*HINGTON

IIonor'abW , .. Duobl.
United S....tes s-tate
311 Hart SeDate orr1_ BuUd1n&
Wa~lnBton. DC 20510

0...1' ....tor Ducah1e:

'I'I\aftk~ tOP' 'OUl' letteP 00fI0It1"l\1h1 the ""'1&1 ,....1- and bu....... that
.rtam prDv18100e of tbe Cllbl. "ltleVl.1Oft cou-er ProteotlOll and CGIIpetUlOh
Aot ot 1992 oould u,uee tor ..U Gabl••,.__• :so tllat the eo-1Mion .n
bo .1ad1\al or 'OUI" ~...... '011" leta.. ,,1U bo pla.oed in the ..eaol'd ot the
relevant onsoina pPOOHdl... to J.h....t the 1M2 eaa.le Aot..

PleA_ notA that our curre.~ rate reaullt10n prooeedlna. MM DGattet 92-Z66.
epeoJrloaUy aeek.· mt Oft war. to Nduoe tile buret._ on _11 o.-ble
.,.~. See par......... 128--133• .-10_. I Ita. alao enolNed tor your
lnto.....ion f;he Motioe ot PropoHd ..ue "-1"1 and Notloo or InqulrJ
oollCMronJ.nl ut1-tratt1c*11lC_ As anaeHci ~ CoapeN. the 1992 cabl. Aet ...
oont....'." ttMI peul"lllt, ot ..1".. Innted. (Ian ....".... adet of
the CaIIIIII••lon'. Cablfl TelevJ.1oIJ IN At (~) 6~·1UO. OSIt pro"de

. addletanal intoNation on the proper prooedU.... to be uMd In flUnc suoh •
requ••t.)

Alao ftOte "hat on Harch 11. 1993. the eo-l••ion ..tabllllhod tederal auattJMt'
....yiae etaDdUda tw ..ble ope......., pu.......t to t.be 199a CIIble .ot. In
~optl.. the.. _taIVlAl'd_, the ca.alMlon reooplmed the dJrrJoultle. that
..11 oa~le .Y'~ .., enoouater 1ft "'iftI ........ rl4L\l nte and.
aocordln81't provIded tor .,.lV8J"B In aPDJ"Ol)l"lato oJ noea4

I tru8t that the rof'e801ftl and the enolOlU.... are lnto.-tlvo.

. SlnOll'elJ •
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DBCX:UUIOI OF DIAl MUDRY

I, Dean Wandry, hereby declare under penalty of

perjury that the following is true and correct to the best of

my knowledge, info~ation and belief:

1. My name is Dean Wandry. I am Vice President,

Operations, Panch Communications, Inc. Panch and its

affiliates operate 290 headeDds in approzimately 460 franchise

areas in eleven states, aDd provide cable service to

approzimately 195,000 subscribers. Panch's systems have an

average of 672 subscribers.

2. Panch oPerates a large number of cable systems

that would be severely affected by application of the Pederal

Communications Commission's rate regulation benchmarks.

3. Por ezample, Fancb oPerates a cable system in

Greystone, Colorado. Panch built tbe system in 1988-89 and

currently provides 26 cbannels of non-premium video programming

to 557 subscribers.

4. In 1992 the system bad total revenues of '207,984.

5. During tbe same Period, tbe system ezperienced

operating ezpenses of '101,834. Tbe depreciation for the

system was '62,000, and the interest ezpense for the system was

$34,752.
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6. DuriDg 1992, therefore, the Greystone system had

net income of '9,398.

7. Tb. FCC benchmark metbodology would require Fanch

to reduce tbe reveDue. from regulated .ervices in the Greystone

system ~ a total of '18,744.

8. Panch projects tbat for tbe nszt 12 montbs, it

will bave revenue. of '214,584, operating ezpen.e. of '106,926,

depreciation of '62,000, intere.t ezpaD8e of '34,752, aDd a net

profit of ,10,'06.

9. Were Panch to reduce it. rate. (aDd revenue.) ~

tbat amount, the ..,.tem would ezperience a net 10•• of '7,838

for tbe nezt 12 ..ntU.
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subscribers back to June 21, 1993, for any charges above those

justified by the FCC's analysis. Therefore, if Fanch chooses

to retain its current rates based on a cost-of-service

analysis, it runs the risk that its net losses could be~

higher than the losses that would be generated for the period

after June 21 under the benchmarks.

13. The FCC released its 500-p1us page rate

regulation order on May 3, 1993. The order contains

approzimate1y 50 pages of fOrm8 and instructions. On May 13,

1993, the PCC held a videotaped, satellite-delivered public

meeting in which FCC staff members spent more than an hour

ezplaining how to fill out tbe baDcbmark forma. Since that

meeting, the FCC has issued various other pronouncements

concerning the bencbmark system. Panch has attempted to

understand the benchmark _thodo1ogy and to perform the

necessary analyses for its S7Btems.

14. At this point, Panch has completed bencbmark

calculations (including equip.-nt and installation charges) for

only _siz systems. we ezpect that we will be able to complete

the analysis for 30-40 systems in ti_ to make adjustments

before June 21, 1993. we will simply be unable to complete the

analyses for the other 250-260 systems--by that time.

Eventually, according to the PCC's instructions, we must

complete the bencbmark anal7Bis for each franchise area, of

which Panch ha. approzi..tely 460. "en if tbe cost-of-service

- 4 -
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DECLARATION

I, the undersigned, hereby declare under penalty of perjury that the
following is true and correct to the best of my knowledge, information and belief.

, Douglas Communications Corp. II ("Douglas") is the managing general
partner of five limited partnerships, which, as of March 3, 1993, owned and
operated cable television systems consisting of a total of approximately 468
franchises and approximately 414 headends which served approximately 102,000
subscribers. However, approximately 406 of Douglas' 414 headends were for
franchises serving less than 1,000 subscribers ("Small Systems"). In fact, as of
March 3, 1993, Douglas' Small Systems served an average of only 191 subscribers
and provided an average of 16 activated channels. The areas served by Douglas'
Small Systems have an average density of less than 41 homes passed per mile and
24 subscribers per mile with an average penetration of 60%.

Douglas continues to expend substantial time and monies in a good
faith effort to understand the Federal Communications Commission's ("FCC")
500-page May 3, 1993 Report and Order, including the extensive worksheets,
instructions, and forms, as well as the FCC's numerous other pronouncements
implementing the 1992 Cable Television Act. Since the FCC's regulations are very
complex, it has been necessary for Douglas' limited personnel to spend an
inordinate amount of time aside from their normal duties to begin calculating the
benchmarks prescribed by the FCC. However, since Douglas has limited personnel,
who must calculate benchmarks for nearly 500 franchises, it is highly unlikely that
Douglas will be able to complete benchmark calculations and adjust its rates, where
necessary, for its nearly 500 franchises by June 21, 1993.

Even ifDouglas were able to complete calculations of the benchmark
rates for all of its franchises and implement the rate changes, it would neither have
the personnel nor budget necessary to then commence and complete cost-of-service
analysis for its franchises, even assuming the FCC had issued standards to conduct
cost-of-service showings for small systems, by June 21, 1993.

While large cable systems may have the personnel and monies to
calculate the benchmarks prescribed by the FCC and conduct cost-of-service
analysis by June 21, 1993, Douglas' as a small systems operator with limited
personnel and budget simply cannot complete such an undertaking by that date.
The administrative burden, not to mention the costs, of understanding the FCC's
complex regulations, calculating benchmarks, and completing cost-of-service
analysis, are substantial. Moreover, cost-of-service is not an acceptable altemative
to the benchmarks in view of the FCC's threat that it would reduce rates to below
benchmark levels if the as yet undefined cost-of-service showing does not justify
existing rates. Douglas, like many other similarly situated small systems, requires
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adcUtioDal time to comllete tA6 calcu1.tioDa aJld coDduat the an..,. lltUJ_ary to
ca.'leilla. the impact; ofand to eompl,. with diG FCC'. repletiODS The Com.saion
should DOt require COII&pUaDOe with the 1Mmcbm arb undl the parametas f4 the
ooat-Gf·sef\'ice altemati"e are drdlned.

NIeIIlH1 J. P
Senior Vice retlident,
Duuclae CommUD.ications Corp. n
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I, WiUiam Shew, hereby declare under penalty of perjury that the following

statements are true and correct:

I am Director of Economic Studies, Arthur Andersen Economic

Consulting. I have engaged in numerous studies of the economics of cable

systems and television markets in the United States and Europe. My curriculum

vitae is attached.

I have been asked to examine the foundation of the benchmarks

proposed by the FCC to regulate the prices of basic cable services, particularly

as those benchmarks apply to small cable systems, defined as having fewer

than 1000 subscribers. The benchmarks are intended to describe the prices that

"competitive" cable television systems would charge for basic cable service

packages. The FCC recognized that the prices charged by a cable system 

whether it is "competitive" or not - depend on characteristics of the service it

provides. The FCC's schedule of competitive benchmarks is a function of (1) the

number of system subscribers, (2) the number of channels available on all

regUlated tiers, and (3) the number of satellite-delivered channels on all

regulated tiers. The FCC plans to prohibit any "non-competitive" cable system

from charging service prices higher than the benchmark prices that, according to

its analysis, a "competitive" cable system would charge in the same

circumstances.

My conclusions concerning the statistical validity and the soundness of

the benchmarks can be summarized as follows:



1. There are inaccuracies in the FCC data used to develop the
benchmarks. Determining how these inaccuracies have affected
the benchmarks would be quite difficult.

2. The FCC's sample of small competitive systems is quite small, with
the result that the benchmarks derived by the FCC are
characterized by a significant degree of uncertainty.

3. A number of the systems used to develop "competitive"
benchmarks are municipal systems or private systems engaged in
price wars, whose prices would tend to understate the prices that
are sustainable in long-run competition.

4. The FCC benchmark equation does not adequately predict the
prices charged by small, competitive cable systems.

I will begin by summarizing how the FCC constructed its benchmarks,

which is necessary to understand their inftrmities. I will then explain my

reservations about the benchmarks.

Benchmark Construction

To develop its competitive benchmarks, the FCC began by sending a

questionnaire to systems serving 748 cable franchises, out of a total of

approximately 30,000 cable franchises operating in the U.S.. Of the 748

surveyed franchises, 300 were randomfy selected. The remainder consisted of

at least one franchise belonging to each of the largest 100 cable systems and

franchises where the FCC believed that "effective" competition was taking place.

Cable systems were asked to report, for basic cable service packages they

provided, how many channels and satellite-transmitted channels were supplied

and the price that was charged, as of September 30, 1992. They were also
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asked to report the number of subscribers to each service, and various other

information.

Much of the information requested by the FCC is specific to individual

franchise areas served by the selected cable systems. Quite commonly, a single

cable television system serves adjacent communities or areas that, from the

perspective of local franchising authorities, consist of separate franchises. The

operator customarily provides the same set of service options throughout the

service area, charging a Price for each that does not vary from one franchise to

another. But since "competition", as defined by the FCC, can be Present in one

of a cable system's franchise areas and not others, the basic unit of observation

in the database develoPed by the FCC is cable service in a franchise area.

For each of the cable systems, the FCC requested information on a

"Primary" franchise and, if the system's service territory consisted of more than

one franchise, a second franchise. A system's "primary" franchise was defined

by the FCC as the franchise drawn in the sample. The "secondary" franchise

was to be chosen by the system to favor examples of effective competition,

different channel line-up or prices, and large subscriber size. Of the 687

systems returning valid questionnaires, 267 rePorted on only a primary franchise

and 420 reported on a primary and secondary franchise.

After compiling the data reported by the surveyed cable systems, the FCC

then selected a subset of the resPonses, which it used to develop the

competitive benchmarks. Although the details of this winnowing process remain

imPrecise, the following steps were apparently employed. First, the FCC

eliminated cable franchises for which the reported data contained important
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